By ALLAN H, YOUNG

Altematwe Estlmates of Corporate Depreciation

and thts l’a,rt I

THIS is the second part of a study of
corporate depreciation and profits. The

main purpese of the study is to analyze

tha long term trend in profita after al-
lowing for two factors that wake it
diffienlt to interpret trends in profits az

they appear in the national incoms and

product accounts, The first of these
factors embrrees the changes in depre-
ciation practices hrought about by tha
liberalization of depreciation laws and
regulations since the siart of World
‘War I1. The second relates te the valu-
ation of depreciation—the ¥act -that
deprecistion as reported in the accounts
veflects historical ecosts, ‘which are
neither comperable over time nor ecom-

parable to the coste at which the other.

componénts of the GNP are ealenlated
in any given year.

The firat article, prasentad 29 part I
in the April 1968 Smm, showed how
corporate depreciation wag affected by
the four major changes in depreeigtion
practicea since the siart of Worid
‘War IT. These change: were the 83-

month amortization of defensa faeili-

ties first permitied during World War
XL, the introduction of accelerated da-
praciation methods in 1954, the 1962
Gmdehnas, and the gradual shurtemng

in tax servies lives in the 10 ta 20 years

prior to 1982,

This artivle presents for the period
1920-66 seversl alternative consistent
measnres of corporate depreciation un-
affected by changes in depreciation Jaws
gnd, ragulatmns. The alternatives, cai-
enlated in both historical and curvent
costs, are substituted for mrpnratempl
tal  consumption nllowanees in .the
mtmml wocounts fo ohtain alternative
sstimates of pmﬁl:a. The profite alter-

natives are compared with published

profits, and for each, the raties of
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The shere of profte in corpotats prod-
net 33 meamured in the nacional fneome
acconnts hes declined since the early
posteray pericd. Hiwevar, thia compari-
son - Siffers from the fact that many

- ¢henges in depreciation practicez have
secarred sibee the start of World War
II and ithe Zect that dspreciseion is
valued o terme of hlatorical costs This
article, the sesond 'of & bvo-part atady,
provides severel alternitlve cxtimntoes of
profiis based on depreciatiog methods
And eeyviee lives that are conelersnt
over trpe aod [o terma of boch higtorical
coet and current price deppeciation As
4 sbare of corparate product, all of the
a2lernatives show smkller dedines than
tha natioonl ioconme messure from the
ER¥]T poSEWET yesrs to 1885-85. Part I
of the stndy appeared In tha April 19668
STUEVET,

pmﬁts to gross corporate product and
{0 income ariginating in corporations
are computed over tirne. This part of
the stndy extends and revises a similar
aunlysis thit appeared in the October
1963 Survert
Asjde from valastion problems, the
reason that the article provides several
alternative messeres of depreciation
(and profits) is that depreciation as re-
ported to  Internal Revenupe Servien
(IRS)—even after wsdjustments for
changes in practices—does not necea-
sarily correspond to actual deprecia-
ion. - Ldeally, .the national income
sccounts, which hesically reflect tax
depraciation, should reflect actual de-
preciation, but the problems involved
in obtaining setpa) deprecistion are
diffienlt. We do not have gufficient in-
formation about actynal service lives snd
1. Mwar Ercwno, "Cepreclativn sod Corporsts

Profits,"” SUavET OF CURRENT BoUsimpga, Oclober
1588, ) -

' depreciation rales {0 permit agreament

on a zingle messure of depreciation.
Consaquently, this article presentz s
range of alternatives based on different
assumptions as to seinal service lives
and depreciation formulas, By examin-
ing them, ona can form n judgment as
to the range in which actual deprecia-
tion—and profits—probably fall and
the efféct of the various factors for
which assumptions were necessary.
The coveraga of the estimatea in this
article differs somewhat from part I.
The estimates of depreciation and
profits presented hers are for nonfinan-
vial corporations less depreciation and
profiis arising from their ownership of
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regidential properties. The associated
measures of corporate output and in-
come axe gimilaxly defined, Correspond-
ing measnres were computed for all
corperntions (including finaneial cor-
porations) and ave available upon re-
quest, Tabls 1 is sppendix table C from
part I, to which certain additions have
been made (lines 11-15). These rac-
oneile the concept of depreciation used
in part I (lins 10) with that nsed in
patt II (line 15). The latter concept
of depreciation will ordinarily be
referred to in this article as NIA de-
preciation ; the related profits measure
will be referred to as NTA profiks,

The data and methods used in the
study were diseussed in the appendix in
part 1. Brisfly, depreciation was com-
puted with the perpetusl inventory
rasthod from dote on sorporste invest-
ment flows. This procedurs required ns-
sumptions a5 to service lives of fssets
and depreciation formulas. It also re-
quired that the corporate share of in-
vegtment be derived from OBE'%: his-
torical series on gross private domestic
investment.

Major findings (part H)

As background to part TT, some of the
recnlts presented in port I bear repeat-
ing. Tt was found in part T that the of-
fertza of the changes in depreciation
proctices have besn substantial, Cor-
porations have bean able bo recovedr the
cogts of their flxed investments more
rapidly; with s rising investment
streary, the more ropid recovery has
yielded substantially lsrger deprecia-
tion allowances than would havs arisen
from the depreciation praetices in effect
hafore World War II. In the period
1941-68, corporate depreciation allow-
ances pre estimated to hove totaled From
$60 billion.to $85 billion moxe than they
would have with pre-World War I
practices. During World War IT and
again since the midfifties, about one-
fourth of ocorporste depreciation
sharges each year hove been dua to the
changes in depresiation practiess.

This articla shows that a8 a result of
the changes in depreciation practices,
NIA corporate capital consumption al-
lowances have increased more rapidly in
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the postwar pericd than the computed
alternsatives based on consistent depre-
ciation methods and service lives, In
1966, the alternatives were 315 to 614
times their 1945 lavels whila the NIA
saries was 514 times its 1948 valus, The
NIA series aleo shows more increass
from 1920 to 1346 than the computed
alternatives.

Ths alternative measures of profits
presented in this article somewhat mod-
ify the obssxrved movements in profits
before taxes (plus IVA) as shown in
the national accounts after World War
IE bat do not changeé their dirsction.

Apcording to NIA definitions, the
level of before-tax profits ross alowly
during the 1950's with ayelical declines
following peaks in 1951, 1935, and 1559.
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From 19€1 to 1968, profits showed a
gtrong expansion. ‘The alternative
mesanres show the same cyclieal pad-
tern with a stronper upward trend in
the pustwar period becanse of the more
grndual rise in the alternative deprenia-
tion mensuTes.

Acoording to NTA definitions, profita
#8 8 shnra of corporate product declined
during tha 1950's, n development that
hes commonly besh referred to as the
Hprofits squeeze.” This share has re-
eovered sines the early 19603, but in
108566 it was still far balow the late
1940's and early 1950°s. The alternative
measures  alse show the “profits
Bquesze,” but to 4 lesser degres than the
WIA series. They ail stood closer in
198586 to the shares of corporate prod-

I CHART G
Changes i Ratie of Profits be Outpat for Moofinancial Corporations:

MA vs. Alermatives
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nct of the lata 1040° nnd enrly 1850%
than did the NTA measure® -

The 1885-66 shore vi before-tax cor-
porate profits in corporate product was
slightly less than in 10289, according to
NIA definitions, but larger aeccording
to the alternative mensures. From the
perciial information thot is available it
appenrs that about the same results
would be ¢btained if 1926, the previous
peak, were substitued for 1020, If 1985
66 13 compared with the average for the
second helf of the 1920%, it appears that
the NIA profits share in 108568 would
be slightly alwve the earlier period and
that the slternative measures would
show steongar Increases than when 1920
isused, -

The standings of the profits chare ac-
cording t3 MNIA definitions and the
alternetive definitions are summarized
in table 2. Shown in the table are the
fignres for 1929 and sverages for four
post-World War II periods—1948 62,
1063-57, 195862, and 1965-68. The
postwar periods were selected to pro-
vide nsaful analytical groupings of the
annusl fignres. The fivst period includes
_ the postwar high in the profits share

that oecurred in 1950 and the adjscent
years, which nleo were years of high
profit shares. After declining sharply
in 1058 the profits share remained
fairly stable in ths period 195357, The
period 195882 encompasses the post-
war low in 1958 and the subsequent
years in which the profits share re-
mained well below earlier levels. Chart
€ compares the chenges in the profits
shares from 194552 to 196566 snd
from 1920 to 196566 for the NLA ver-
sion of profite and » representative
selection of alternatives.

2, Fhé Taterd Gioren Jcladed o this drtlole Are
thiost far 1058, According o preliminary eatlmadbis
for 1847, beforetsx prolts (plus IVAF of zonm-
Aoagelal corporaboor dutllned froka $70 bllon in
A1DEE o FE bAlSor In JOFT and, 20 & shave of cor-
porate Dradtct, feom 149 percent in 1888 to 18,3
percent % 1UBY, The altetibativel hats tol bk
eqmpuisd for 1647, but it 1n apperent thoi they
woik decline abatt the game amaiik.

5 A mare thapodgh dlecaeton of sdbdmador
depreslation within the framework of the nailess]
Adefitite oAy bs found o A (ribque of the Onited
Hparar Fuooica owd Produst devowsis, Studles Io
Inpome and Wealth, Vol & Natlonal Buretu of
Ecotomls Bagearch, 1958, See eapeainlly the papars
by deotis Tull, pp. 35-¥1, 42d Bverett . Hagsn
and Bdward C, Budd, pp. Z58-20% Al are Bdwwnd
F, Denlson, “Theoretice] Agpecta of Quoolity Chengs,
Capitsl Cobelwgidon, aod Not Caplital Formatian,
Frodlee of Yepital Formaten, Studivr in Iopmme
oo Wealth, Yol 18, Natlooal Borean of Economic
TBeosardh, 19597, bp. 215291,

SURVEY OF CURRENT BUSINESS

May 1968

Alternative Measures of Depreciation

THIS section briefly reviews the con-
sidexntions underlying the selection of
the rarious dapreciation measures pre-
sented in the article, The assamptions
a5 to aetunl service lives, the sslestion
of deprecistion formulss, and the re-
valustion of - depresiation to current
prices are digenssed in tarn®

Servdee Hpes

Thera i5 littls. direct evidence as to
actus]l service lives, They hava often
heer: assumed to be equal to the service
lives in the 1948 edition of Bulletin F.
Another view iz that actnal serviee Iives
have bean shorter than Bulletin F lives,
2t lenst in the period nfter World War
[I. Fhe rationnle for this viaw is the fact
that tax servies lives were substantially
shorter than Bulletin F in the 1850%s,
and that IRS generally required busi-
ness to majntain an approximate equal-
ity betwean tax and actual servics lives.

Some evidence sugpests that actnsl
lives axe longer than tax lives. Corpora-
tions have carried substantial amounts

books, Recent evidence of » possibile dis-
crepancy between actnal and tax Jives is
contained in the National Industrizl
Conference Board study of the reserve
ratio test, which is disenssed in the ap-
pendix in part I

For the present study, alternative
servios lives based on fonr assomptions
were uged, Three of the assumptions
wera that actugl service lives have bean

. qonstant at Bulletin F, at 86 percent of

Bulletin F (abbreviated .85F), and st
15 percent of Bulletin F . {abbreviated
5F). The fourth assmption is that
actoal gervice lives were nt 100 percent
of Bulletin F lives throigh 1940 then
gradunlly declined linearly to 73 per-
cent of Bulletin F in 1960 and there- -
after.

The Bulletin F lives were included
in the present study becauss they have
heen used in many oiher studies. Their
use since World War 1T implies a large
diifference between actual and tax serv-
ice lives—-probably larger than can be
acconnted for by the existence of futly
depreciated assefs. The service lives

of fully deprecinfed property on their that are .56F were considered io be
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close approximations to actual servies
lives according to. the Capital Stock
Study.* The service livas that ave .75F
approximate the tax lives used for new
investment  in - 1965453, as estimated
from studies condueted by TRS.

The fourth seeumption—-deskning
service lives—allows for the Jossibility
that actual servies lives may now be
shorter than they wers 10 to 20 years
ago. The redvction in lives assumed in
this seetion is very simélar 4o the pat-
tern that provided the closeet approxi-
mation to tax depresistion in pert L
The decline is only one of several that
might be assumed ; howaver, the resalts
that would be obtained with the use of
ather reasonable assnmptions wonld not
be mnch diffarant.

Depreciation jormulas

There ig little information on how
depreciation should be spread over the
service life of an asest, The desline in
velue of an amset i2 determined chiefly
by the impact of obsolescence and
physical wear and tear on the ssset. Tt
is generally assumed that these two fac-
tors result in & more rapid decline in
value in the early years of an assei’s
life than the steaight line formula pro-
vides. The effests of these factors are
frequently assumed to occur st a con-
stant rate. Although the asgamption of
& constant vate Jeads to the choice of
the deslining balance formula for cal-
: colating depreciation, it dees not de-
termine the appropriate rate. That is,
we do not know whether the rate should
ha 1%, 2, or § times the porcentage
taken by the straight line formula in
the first. year, or some other proportion,
and whether it shoald be the same for
all types of assets. Another controver-
sial guestion invelved in establishing
tha pattern of depreciation charges is
whether the future services of assels
shonld be discounted.® Discounting
lowers the depreciation rate in the first
years and raises it in the last yerrs of
the service life.
" 4. Lawrenes Groad, Iving Rottooberg, Bobert &,
Watson, “New Extimates of Fixed Eusiaess Capiiel
in the Taltsd States 1926-608," SmEVET oF COR-
narE Busineag, Doctiober 19548,

G. See the cefepencen in footoote ¥ aod olie

Gparge Terborgh, Reflistic Depraciziion Poliey,
. Machinery and ATiled Prodwcts Lustiinte, 1904,
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Two depreciation formulas, the
giraight line and the double-declining
balance. formula, wete chosers for the
study. Neither of these alternstives in-
cludes an allowance for a discount
factor.

Valuation In curreni prices
Tax depreciation is valued in terms
of original cost, but for many purposes,
IR CHART 7

Depreciatien and Profits of
Nemfimanclal Corporations

= Nglignal ingomee gocsnnts (HIA)

== Double-deciming bstance deorciulion, T 1o F3F sendce
Sz, twrnt pripe vahudion faighest abomatiet]

=~ Shraight W depreciation, Bubetm F aenie livgs,
higlapkal cost raloalion (ke #llmadim)

S iy om el 2,
WL Pl ol Gorieion. llrar % Bucarn Ecasemics

BT

19

particularly national income acconnt-
ing, depreciantion valued in current
prices ia preferred.® For this study, both
original cost nnd current price valua-
tions were prepared. When deprecia-
tion of capital is valued at curremt
prices and profits are adjusied accord-
ingly, these items are expressed in the
same terms as other components of na-
tional -inccime and product. Deprecia-
tion in current prices iz obfained by
adjusting for the change in the price of
capital goods between the year in which
the investment vcenrred and the year in
which the depreciation deduction on the
investment is taken. In the cese of
equipment;, this procedure measures the
tegources Tequired to replace wsed-up .
nasets with identics] nasets.”

Becaus of deficiencies in the official
price indexes nsed for structures, the
depreciation charge for structures oves-
states the resourcss required to replace
need-up assets with identical assets, The
official price indexes essentially measure
the price of inputs to the constraction
industry rather than owtput prices. To
the extent that there have been efficien-
cied in inpui nse that have not been re-
flected in construction price indexes, the
depreciation charge valued in current
prices will be mote than is necessary to
replace used-up assets with identical
azseta?® In an attenpt to allow for this
problem, the alternstive price indezes
from the Capital Btock Study were
uged as well as indexzes, The
alternatives show less rise than the
affivial price indexes. The valuations
based on the official price indexes and
those based on the mlternative price in-

G. A fomwwhat slmiley adjostment i1 made for
tnventory juvestment In the nstionsl income nnd
product ascownts, The thanye io the book Talug of
bukinesa inventories and book profits are adjosted
bo put lpventorles used up on o surrent replocioest
cast paale.

T. The eonoept of capital stock invoived hers 13
that of caplta] mensured by ity eont of raplacement.
Alternativaly, It 15 sometimes sppmesteEd that tap-
tal be mpazorad by it produstive capaclty, Becauss
of the joorenmea pver thoe 41 the sllclency of capl-
o) pooda, the depreminton cherges arldlng frowm the
rat eopcapt sxessd the resoortsy requived o M-
dlace ueed-op msactn with oww easein of sqyal pro-
doctve mpasity. There coneets are discamed more
folly jo Hdward F. Deoieon, op. i, sacpeclally T0.
2230k,

8. This tlot 1 discuged io Georgs Jakk, Robert
C. Warton, Lawranee Grase, "Erpanslen of Fized
Bopelness Capital [v tha Todoed Stpten,” SUNVIT OF
CuEnnne BuMNESS, HoTembar 1062,
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dexes ore identiBled as (1) and (2)
respectively in the tables,

The salient differences. in the com-
puted depreciation variants in the post-
war years and in 1928 are summarized
in table 8. The 20 depreciation variants
selected for table 3 are reduced in num-
ber elsewhere in the article,

Tahle f.=Nattpoal Inoomee Accounts
and Alternatived ne o FPercent of Na
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The effect of varying the servics lives
iz roughdy the same for all combina-
tions of depreciation methods and
valuations, The full range of service
life options, therefore, is shown only
for one combination—strnight line de-
preciation valned at historical cost. The
selection is reduced to three option=—F,

jution,! Alternetive Massures of Deprecation,
§ [ncome Acoeunts Depreciotian, Nomfinsoelsl

Corporations, - Yours
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A8F, and F to .T8F—For straight-line
daprecigtion valued at current pricss.
{1}, and to two options-- B5F and F o0
J5F—for double-declining balshce de-
preciation valued at historical cost and
at current prices (1). Since the Pesults
show - that the use of the alternative
price indexes for structures has little
effect, the only current pries (2} vari-
ants incladed in the tables are those
hased on B4F service lives,

In order to avoid repetition, the dis-
cossion of the depresiation rariants is
combined with the discnssion of profits
in the next seefiom, '

Alternative Measures of
Curpmte Profits

In the NIA version of corporate prof-

" ite—as in TRS data—tax depreciation

is deducted from gross profiis in arriv-
ing at profits before tazes. The effects of
the slternative measures of depreciation
on profits may be obiained simply by
deducting the slernstive measures
from the sum of eapital consumption
allowances and bedore-taz profita, This
saction first compares in summary
Inshion Lor the post-Waorld War I pe-
riod the alternatives obtained in this
manner with N14 profits and then con-
giders some of tha altarnakives more
fully. The section concludes by extend-
ing the comparisons back to the 192)'s
and by briely considering after-tax
profits and property income (profits
plusnet inferest),

Summary, 1948 10 1966

All df the alternative mepsmres of
before-tax profits, both in dollar
amounts and ne shares of corporate
product, display the same pattern found
in NIA profitse in the period after
World War I This iz so even though
the sebstitution of sorne of the alterna-
tive depreciation varionts has a snb-
atantial effect on the Jevel of dollar
profits and to soms extent strengthens
the upward trend in profits,
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During the 1950, the Jevel of NIA
rofits showed a slow rize punctuated
by three cyclical contractions following
peaks ranched in 1951, 1955, and 1959,
Each of the first two peaks was followed
iy 8 yems of declining profits resulting
in trooghs in 1854 and 1988, Adfter the
1958 pank, profits declined in 1580,
 showed 1o change in 1861, and posted a
vigorous and uninterrupted expansion
from 1541 to 1906, (Sep footnote 2 for
1967 figures.)

Although showing the same cyclical
pnitern, the aliernatives increase mere
mpidly over the postwar period then
the NIA sories. Most of the alternatives
started from a lower level in the late
1340%. According fo NTA definitions,
lefore-tax profits of nonfinancial cor-
porations {excleding profits originating
from the avwnership of residential prop-
erties) ampunted o $20% billion in
1948, The alternatives ranged from
#25% billion to 320 billion in 1848, and
all increased more rapidly than NIA
profits during the 1850s. In the mid-
fifties, all of the measures based on his-
torical cost depreciation were above
NIA profits; in 1962, some of the meas-
ures hased on current price depreciation
moved nbove NIA proits, Since 1962,
the NTA series has reimained balow al
but one of the measures based on histor-
ical cogt deprecintion and below some of
the cwrrent price measures, In 1966,
NIA before-tax profits amounted to $6%
hillicn. The nliernatives basad onhistor-
ical cost depreciation ranged from HGY
billion to $76¢ billion; those based on
cnrrent price deprecintion from $682 bil-
lion to $71 billion {tzble 4, chart 7).

As a share of corporste product,
profits nocording to NIA definitions de-
clined during the 1880%s, since the
elowly rising level of profits in the
1950°s did not keep pace with the
growth in corpornte product. Fach
siccessive peak found profits s smaller
share of corporate product; moreover,
at the 1938 iroogh, profits were a
smaller share than in 1954, This pattern
of reduced shares was often referred to
a2 the “profits squeeze.” However, in the
late 1900°s and early 196(°s, the share
of profits stabilized, and it has re-
eovered since then. Even so, in 1966, the
profits share was still below the share
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at the 1955 peak and far below the
ratios in the early 1960%. '

An chart 8 ghows, the “profils
squeeze’ plzo gecnrred with the slter-
native mensures of profits in the 1950,
but Jess thar in the NIA series. The al-
ternatives based on depreciation valued
nt eprrent prices alzo show larger in-
creases gince the tate I9850% than the
NTA series, Az 2 result, the alternative
proflts ghares, espesially those based on
depreciation valuwed at ewrrent prices in
1966, were closer to the pogitions in the
early I8i0"s than was the NTA series,

Tt is important to point out. that the
years 1942-52 should not be considered
the norm against which subseguent
profits should bs judged. The early
postwar years were years of excess de-
mand becanse of the hacklogs carriad
over from the Jdepression and wer. In
addition, it was a2 period when depre-
ciation charges were relatively low
hecause the stock of capital wes ab-
normally low and was valoned largely
Al Prewar prices.

SURVEY OF CURRENT BUSINESS

Profits With Historical Cost
Depreciation

Corpogrte profits based on straight
line depreciation with Bulletin F serv-
ice lives and historien] cost valmation
ware abount the same lavel as NLA profits
in the immedinte postwar pericd but
have run ahove 1A profits gince then.
The differsnce in level in these two
series is due to the changes in depreein-
tion practices examined in part I. How-
ever, the difference is not exactly the
same a5 the total eifect of changes in
practicss shown in part I because the
figures in this part do not inclnde profits
of financial corporations ot do include
profits of farms.

As n percent of gross corporate prod-
uck, N1A profits declined 6 points, from
nh average of 21 percent In 1945-52 {o
an average of 15 percent ¥n 1958-62
(table 2). In comparizon, the profita
share based on stoatght line depreciation
and Bulletin F serviee lives declined
4% points from 213 percent in 1948-52

May 1988

to 16% percent in 1058-52. Both séries
increased 2 /points fyrom 1958-62 to
1985-6€ with tha resuic that the alterna.
tive mries at 18% percent in 1985-86
was aboud 2% points helow its 104359
position while the WTA series at 17 par-
eent was 4 pointa below.

Farylng service lives

The effect of shorter serviea lives in
the postwar period is to incraase depre-
ciation and toe veduce profite. On the
average for the postwar period, the
profits share based on constant .35F
service lives and strajght line deprecia.
tion was about % point less than the
share based on Bulletin ¥ service lives
The share based on ,T6F service lives in
turn: was shout % point below the share
based on .88F service lives, Fowever,
although the profite shares based on
constant service lives shorter than Buel-
letin F have been smaller, tha move-
ments in these seriee closely paralle?
those in the shars based on Bulletin F
service lives.

Table 4.=Profits Befoxe Tuxes? and Profits Before Taxes as Pereont of Gross Produet of Nobfinencal Corporatinpnn
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The effect of the graduslly declining
servite lives, from 100 parcent of Bulle-
tin F in 1040 to Y5F in 1960, is to retard
the rate of increass in profits as com-
pated with profitz based on constant
serrice lives. As a vesylt, the movements
in this ghave fall between the move-
ments in the shares based on constant
gorvice lives and the NIA share. In
1965-86, the share based on graduslly
daclining services lives wan 3 points
below itz 1048-52 position aa comparsd
with shortfallz of 2% points in the
shares based on constant service lives
shd 4 points in the NIA share,

Double-doclining os. siraight line

In comparison with straight ne de-
preciation, the use of the double-declin-
ing balence formula reduces prafits in
the pestwor period. Whils the profits
gharss based on -double-declining
balance depreciation bave averaged
about 1 point below the corresponding
ghares based on straight line deprecia-
tion in the postwar period, the move-

ments in the shares beve been almost.

exactly the same-as thosa based en

SURVEY OF CURRENT BUSINESS

Profits With Current Price
Depreciation

Since World War IT, profits based on
depreciation- valued at curfent prices
have generally been lower than thase
based on historical eost deprecistion.
The effect of valning depreciation in-
current prices is perticnlarly pro-
nounced for the first part of this peried
when hicstorieal cost deprectation re-
flected the lower prewsr level of pricas
at which most of the stock of capital
goeds wag still valued. In 1548, the de-
preciation variants valued at curreat
prices were shut 40 to %0 percent above
the vorresponding historical cost vari-
ants, The difference steadily decreased
aa much of the prewsr stock was re-
placed and the rate of inerease in invest-
ment goods prices tapered off in the
1930"s, In 1968, the difference hetween
corrent and historieal cost depreciation
was about 10 to 15 percent (chart 9.

The question of whether business

23

tion valned st eurrent prices has been
the subject of considerable discussion.
Apmming the same income tax refes,
current price valnation of depreciation
in the years since World War IT sonld
have rubstantially reduced the amount
of tax on corporate profite and in-
ereased corporate cach flow. Sinece the
midfifties, this question has perhaps he-
coms less pressing, As wasshown above,
the difference between depreciation
valued at historical cosi and current
prices has become smaller. Also, the
liberalizations in depreciation practices
have reduced profite and increased cash
flow by about sz much ar would have
been achieved by the adoplion of cur-
rent price valuation withost the reduc-
tions in servies lives or the use of
accplerated methods. As may be seen in
chart 8, by the late 1950%, the changes
in depreciation practices had slmost re-
duced NLA profits to the level of profits
baged on current price depreciation
computed with the straight line form-
ula and B5F service lives, and begin-

straight line depreatation. should be permitted to elaim deprecia- ning in 1962, the changes in practices
- Nationul Income Acecunts Defnition Compared With Profita Based on Altesnative Methods of Degreciation, 19260
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moved NIA profiis below this computed
alternative, Although this comparison
is interesting, it should rot be pressed
oo far, The case for carrent price valu
ation has not been based on the same
grounds ag the cese for changes in serv-
ice lives end in deprecistion methods;
some proponents of depreciation mfurm
have advocated both types of changes.’
Ag a percent of gross carporate prod-
net, profits bamd on carrent price de-
preciation in 1965-66 were closer to
their earlier highs in 1948-52 than the
shares based on historical cost deprecia-
tion. The shares based on cuvrent price
depreciation—both straizht line and
double-declining  balonce—with L85F
servica lives were about 1% points
below 1948-52, Thi=s may be compared

. Beveral viewpolnts vooceening the atjusbment
of taxr depreelaton for chankes Lo the'-pelee levd
are preeented o TLE, Congress Howse Committes
o Ways and Means, Tor Revision Tompewdivs,
Vol 2, Worsmber 14, 1058, Governowes Frintag
Cfice, 1558 pp. 78595
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with - the 2t point diffsvences -in the
shares based on historical cast deprecia-

tion nnd with the 4 point shoctfall inthe -

NIA share. As with bhistorical cost
valuation, the movemenis in the profits
sharez Dased on depreciation with
changing service lives and cnrrent prics
valoation tend to fall between the move-
mentz in the shares based on constant
service lives and the NIA share, In
1965-66, they were about 2 points I:relnw
their 1848-52 positions,

Other Comparisons

The detailed discnssion thus far has
besn confined to the postwar pericd.
However, there is some roerit in evain-
sding profits in » longer time perspec-
tive by referemce to profits in the late
10204, _

The zlternative measures of profits
for 1065-66 compars more favorshly

May 1068

with 1929 then de NIA profits for 1965

86. As a share of corporate product, the
alternatives wera all above their post-
tions in 1920 while NIA profits were
slightly below. From 1929 to 1065-86,
the NIA profits share declined I point.
The alternative measras based on his-
terien] cost valuation and constant serv-
e livez increased about 1% points;
thoge based on gradually declining serv-
jee lives increased % point: The shares
based on daprecistion valued st current
prices inereased more then the shares
based on the correspending historieal
cost variants; in curtent prices, those
based on oometant service lives increased
9 to 2% poinds and those based on grad-

ually declining asrvics lives, 1 point.
It should be noted that the com-
parisons with 1929 are not s selidly
based as those invelving only years
after World War IL Thers are some
unresolved guestions concerning the

alternattve estimates ef prohts for 1929
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that are discossed in & technical note Profits afier laxes

May 1968

-+

product has displayed a’ paitern differ-

income in gross corporate product. Net

Interest as a percent of gross corporate

i in article because they
introduce another variable—changes in
the tax rate—which rust alsc be con-

After-tax profits have not been em-

below. The 1928 profits share presented Profits after taxes are shown in ¢able
P

hare iz lower than that shown in the g
1988 Surver article beeanse of an up-

ent from that shown by profits, In
1928, net interest expense of nonfinan-
cinl corporations amounted to 2.8 per-

sidered. After-tax profits were ohtained

irable

ward revision in the estimate of cor-

porate groas product, Aside from these
technical points, it would be dee

)

nging 0.7 percent, but by 1965-66, it
averaged 1.6 percent, When net interest
is added to prefits, the resultant prop-

aE shown in the national aseounts from  the Interest share was very low, sver-

each of the profits mesanres.

by dedneting the corporate profits tax cent of corporate product, In 1048-52,

to bass the comparisons on saveral years

in the 18240° instead of 1999 alone, The
sugyrests that the 1920 profita shate was

partial informnation thet is availubla

L

ation show less change over the periods

1828 to 198566 and 1048-52 to 1665-66

crease from 194358 while the NIA  than the profits shares alone. The prop-

after-tax share declines slighily. In ecty share sccording to NIA definitions
106568 than the profits share, and tha

erty shares hased on computed depreci-
netive profta sherea decline from 1929  decline from 1920 to 1965-66 is accentu-

contrast, because of the low level of also shows less change from 194852 to

TLE b .
ELFEfptt
mmmmm E
CHEE] b
RS ETY I
LEE TN
mmmms %
mm mm p
X 5

1926 und almost © peresnt- oy shares

in

age points above the average for 1925-  gavora
20 Substitwting 192529 foy 1920 in 4o
the comparison shifts the 1 point de-

the NTA share from 1929 to
198568 to an inarease of almost 1 point
and strengthens the inereages shown in

tha alternative shares.

about the same as it was at the preced-

¥

ina In

ing peak
ol

%

ated by the sddition of net interest.

Ratlos to income originating

Property income

to 198560,

Since some aralyats prefer to consider

The measures of profits presented in

this erticle may be combined with net ratios of profits to income originating,

10. Huclowre It Oaborpe and Josoph B, Dpateln,
“CorpoTate Probts Sinee World War JL" Surrsp

o} Twrrent Bddinars, Tanohry 1904,
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such ratios are presented in table £ on
a before- and after-tax basis. They re-
sult in essentinily the same findings as
comperisons of ratios of profits to cor-
porate product.

Techuical Note

Pending further study, no allowanca
was made for two factors that would
probably raise the pre-World War II
estimates of profits,. These factors ara
the vee of constant percentages prior to
1988 for allocating new investment be-
tween corporate and noncorporate hisi-
1e85 in computing the alternative depre-
ciation measnres and the exclusion from
WIA capital consumpéion allowances of
railroad retirements of sl;muﬁuraﬁ prior

to 1842,

As discnszed in the app&milx to part
I, the petcentages used for allocaiing
new investment by corporate and non-
corporate business were held constant
prior to 1933, Actually they oan be ex-
pected to decline at some point as one

moves back inte the I1800% Estimates-

by Reymond W. Goldsmith show the
overall corporate percentage as being
roughly constant back to about 1900 and
then declining as one moves farther
back. .

There may be a partially offsctting
factor involved in determining the ap-
propriote corporaste percentages Nai-
ther the constant corporate percentages
used in the study nor Goldsmith’s allow
explicity for the effect of transfers of
used assets between corporate and non-
corporate business, The implicit as-
samption is thet net transfers are zero,
During the late 1800% and early 1500%,
when the corporate form of organize-
tion was gaining in favor, there may
have been s net transfer of used assets
to the corporate sector. If 50, the appro-
priate corporate percentages wourld be
larger than those for new investment.,

Preliminary calculations based on
(Foldemith’s percentages reduce the 1929

11. Baymond W, Goidemilih, 4 Fady of Sating
in tha Feiled Sldies, ¥ol. I, Princeion Tnlversity
Press, 1960,

SURVEY OF CURRENT BUSINES3

depreciation estimates. valyed at his-
torical cost by about $100 million and
those valued at current prices by about
3200 million. Profits are increaszed
corvespondingly.

In the natioral accounts, the treat-
ment of railroad structures in copitel
conmaraption allowances prior to 1942 is
inconsistent with the definition of fixed
gross private demestic investment. In-
vestoant in railresd structures is in-
claded in the investment data, but no
allowance is included in capital con-
sumption allowances for depreciation
on the sractures. {Prior to 1842, re-
tirements of structures were charged by
ratlroads directly to opernbing expenses
and were not reported as depreciation
to IRS.)

The computed depreciation variants
in part IT inclade depreciation on rail-
road structures prior to 1949 and are
consistant with the definition of capital
implied by the fixed gross private do-
mestic investment figures in the national
agconunts:

e  CHART §
Degraclation Valued at Currept Pricss as Percent of
Wistorical Cest Depregiation
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The result of the extlusion of rail- .
road retivements from NIA capital
consunption i thet the altarnative
profits series obtained by deducting
aoinputed depreciation from the sam of .
NIA eapital consumpiion and profits
ars too Jow prior to 1042 by thaammt
of retirements charged us o ox-
penses, Ratirements in 1429 were shawn
ag ahout $200 million in reports to the
Interstate Commerce Commission’*
is not known how closely this fignre cor--
reaponds to tetirements charged ne ex-
penzes by reilroads on IRS tax reburas
in 1928, 5

With adjustments of the magnitudes |
discuszed above, the sompated before- !
tax profita shares would ba raised abount
0.7 or 0.8 percentagn points in 1999, The
ghares based on depreciation computed .
with gradually declining serrica lives
and valved at historical cost wonld
show slight declines from 1920 to 1985 |
66, sand the sthers would incresse less
than shown in tahle 4.

13, 0. Interrtits Commerts Commiegon, Hia-
Hrtor af Bodinays {4 the Todted Bfalay, 1808,
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